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Institute Examination in Law
By Spencer Gordon
The following answers to the questions set by the board of examiners of the
American Institute of Accountants at the examinations of November, 1932,
have been prepared at the request of The Journal of Accountancy. These
answers have not been reviewed by the board of examiners and are in no way
official. They represent merely the personal opinions of the author.—Editor,

The Journal of Accountancy.
Examination in Commercial Law
November 18, 1932, 9 a. m. to 12:30 p. m.
An answer which does not state reasons will be considered incomplete.
ever practicable, give answer first and then state reasons.

When

Group I
Answer all questions in this group.
No. 1 (10 points):
Wolff was the selling agent for Knox Mills, Inc., and since 1924 had owned
100 shares of its common stock. Claghorn was president of the corporation.
Wolff and Claghorn executed a contract under seal whereby Claghorn agreed to
purchase Wolff’s stock at par value at any time upon Wolff’s request. Wolff
gave Claghorn the right to purchase it if Wolff’s contract with the corporation
should terminate or at any time within 30 days after Wolff’s death. The stock
certificate was endorsed as follows: “This certificate is subject as to transfer to
a certain agreement made between Jacques Wolff and Edwin B. Claghorn,
dated November 15, 1926.” This contract was made binding upon and to
enure to the benefit of the executors, administrators and assigns of each party
“provided that no assignment of this agreement shall be made by said Wolff
without the written consent of said Claghorn.” On November 3, 1930, Wolff
duly requested Claghorn to purchase this stock and tendered it to him. Clag
horn refused to purchase it on the ground that the contract was void for lack of
mutuality and of consideration. Is this contract valid?

Answer:
The contract is valid. The mutual promises of the parties obligate Clag
horn to buy the stock at Wolff’s request, and obligate Wolff to sell in event of
the termination of his employment or death. These promises are mutual op
tions and form the consideration for each other. The contract is under seal,
and in a few states consideration is unnecessary for a sealed instrument.

No. 2 (10 points):
Dupont drew a cheque on the X bank for $1.22 payable to the order of Alice
Nugent. This cheque was fraudulently raised to $3,881.22 and the name of the
payee changed to Alfred Nugent. Thereafter, this cheque was endorsed by
Alfred Nugent and deposited by him in the B bank. The B bank endorsed it,
guaranteeing all prior endorsements, and collected $3,881.22 from the X bank.
Prior to the discovery of the fraud, Alfred Nugent closed his account with the
B bank and disappeared. Upon whom does the loss fall and why?
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Answer:
The loss falls on the B bank. Under the uniform negotiable instruments
act, every person negotiating an instrument by qualified endorsement warrants
that the instrument is genuine and in all respects what it purports to be, and
that he has title to it. The X bank can recover the amount paid the B bank
upon these warranties.

No. 3 (10 points):
A boy, twelve years old, whose mother had died and whose father had aban
doned him, was being supported by a man who had known both of the boy’s
parents for several years but who was not related in any way to the boy. One
year after this support began, the man procured insurance on the boy’s life pay
able to the man as beneficiary. Two years thereafter the boy died. At all
times, from the date of the application for the policy until the boy’s death, the
insurance company’s general agent and its local agent or solicitor knew all of the
facts and circumstances of the case. Is the policy valid?
Answer:
The policy can be enforced. Continued support of a foster child may rea
sonably justify an expectation by the foster father that the former will render
him care and assistance in time of his need. Where there is such a relation be
tween the parties, an insurable interest exists. It can not be conclusively
determined from the facts of the instant case whether a sufficient interest has
been shown, but although the insurance company can not waive the requirement
that the insurer have an insurable interest, it can be estopped from questioning
the sufficiency of that interest, and the acceptance of the premiums coupled
with the knowledge of the facts will be held to have worked such estoppel in the
present case.

No. 4 (10 points):
Mark Talbot was insolvent. In order to obtain a loan of $500,000 from
Clark Gibbons, Talbot was compelled by Gibbons to purchase from him, for
$378,000, a residence property known to be worth $250,000, and certain corpo
rate stock of no market value for $80,000. Talbot signed a note payable to the
order of Gibbons carrying interest at the legal rate of 6%.
(a) At maturity, will the note be enforceable by the payee?
(b) At maturity, will the note be enforceable by a holder in due course?
Answer:
Forcing a borrower to buy property at an exorbitant price as a condition to
obtaining a loan at legal interest rates constitutes usury. The penalty for
usury varies greatly under the statutes of the several states. Some laws have
been construed to render a note providing for an usurious rate of interest void
between the parties as to both principal and interest. Under other laws only
the stipulation for the usurious interest is deemed to be forfeited, the note being
enforceable as to the principal sum thereof. And still other statutes are held
to affect only the interest in excess of the legal rate. Under statutes expressly
declaring usurious contracts void, it is uniformly held that usury is a defense
which may be set up against a bona fide holder even of negotiable-paper. No
validity can be given to it by sale or exchange because that which the statute
has declared void can not be made valid by passing through the channels of
trade. If, however, the statute does not expressly declare the note void, a
holder in due course will be protected in most jurisdictions.
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No. 5 (10 points):
Theodore Crawford, in November, 1925, subscribed for 100 shares of the pre
ferred stock of the M Corporation and paid $2,000 to the corporation on ac
count. Crawford was induced to make and did make this subscription wholly
because the corporation’s treasurer had formally represented to him that the
corporation had a surplus at July 1, 1925, and had legally paid a dividend in the
month of July, 1925. Crawford sued for the rescission of his contract and the
recovery of the $2,000, and the following facts were proved: On January 1, 1925,
the corporation’s books showed a deficit of $11,484.29. In the following May,
a journal entry was made debiting deferred engineering and development ex
pense and crediting surplus with $22,167.95 for “expenses charged off in 1924,
deferred to future operations.” This amount was 80% of the 1924 expendi
tures for engineering. At the same time the corporation paid $10,000 for 400
shares of its own common stock, which it proceeded to carry at an asset value
of $10,000, although the book value immediately prior to this purchase was
$6.27. The corporation declared and paid a dividend of $1,591.55 in July,
1925.
(a) On the facts as stated, should Crawford succeed in his action?
(b) If the facts as stated should be amplified, indicate the lines along which
further inquiry should be made.
Answer:
(a) Crawford should succeed in his action to rescind the contract on the facts
stated.
(b) The facts should, however, be amplified to show what has been the net
income of the corporation from January 1, 1925, to July 1, 1925, to show the
market value of the stock of the corporation when purchased and on July 1,
1925, and to show the character of the 1924 expenditures for engineering.

Group II
Answer any five questions in this group. No credit will be given for additional
answers, and if any are submitted only the first five answers will be considered.
No. 6 (10 points):
A debtor of the X bank, in liquidation, offered to compromise his indebted
ness by the payment of $2,074.10. The state superintendent of banks agreed
to consider this offer on condition that the debtor deposit the money in escrow
and submit to an audit, and on condition, also, that acceptance of this offer be
approved by the court having jurisdiction of the liquidation. The deposit was
made and the audit completed but the debtor died prior to acceptance of the
offer by the superintendent. The debtor’s executor immediately demanded the
return of the escrow deposit. Is he entitled to it?

Answer:
Assuming the state superintendent of banks had authority to represent the
bank, the debtor’s executor can not recover this deposit. The deposit was
made as a pledge on the implied condition that the offer would not be with
drawn while the specified steps for its acceptance were being undertaken, and
in the absence of evidence that a reasonable time for these steps had elapsed, the
condition has not been met and the depositor or his executor is not entitled to
the return of the deposit.
No. 7 (10 points):
Charles Little on his own behalf contracted to sell 1,500,000 gallons of
molasses of the usual run from a specified sugar refinery, deliveries to begin
three months after the date of the contract of sale. At no time did Little have
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a contract with the refinery. Shortly after deliveries began, the refinery cur
tailed its output, for economic reasons, although there was no failure of the
sugar crop and no fire or other accident or strike at the refinery. The refinery
refused to sell to Little a sufficient quantity to enable him to deliver all of the
1,500,000 gallons. Has Little any valid defence in an action brought against
him by the vendee for failure to deliver?
Answer:
Little has no defense to an action for non-delivery. In the absence of a
clause conditioning delivery upon refinery output, the courts will not read such
a stipulation into the contract.

No. 8 (10 points):
Belknap, for an adequate consideration, gave the following written instru
ment to Pinney on August 5, 1932:
New York, N. Y.
Thirty (30) days after date I promise to pay to the order of Albert Pinney One
Thousand Seven Hundred Fifty Dollars ($1,715.) at Liberty Trust Company.
Value received. Interest at 6%.
Robert Belknap
James Silliman
Agents of New York Turbine Company.
Against whom, when, and for what amount will Pinney be entitled to enforce
this instrument?
Answer:
The note is due thirty days after issuance. The amount is that written in the
instrument, $1750, with interest at 6 per cent. from date of issuance. Belknap
and Silliman have indicated following their signatures that they sign on behalf
of a named principal, and under the uniform negotiable instruments act they
are not personally liable if they were duly authorized by such principal; the
principal alone being liable. At common law, the agents alone would generally
be held jointly and severally liable under this form of signature.

No. 9 (10 points):
(a) What circumstances can cause the dissolution of a partnership?
(b) Does dissolution necessarily result in the actual termination of the busi
ness formerly conducted by the partnership?
(c) What authority has a partner after dissolution?
Answer:
(a) The uniform partnership act specifies seventeen situations which may
cause dissolution of a partnership. In general, these include expiration of the
partnership agreement, a new agreement to terminate, change in the member
ship or bankruptcy of a member. Breach of the partnership obligations and/
or inability to carry on business at a profit gives cause for termination at the in
stance of one of the partners.
(b) After dissolution, a partnership continues only for the purpose of winding
up its affairs, but the business formerly conducted by the partnership may, of
course, be continued under other management.
(c) A partner after dissolution can act for the partnership generally only to
wind up its affairs.

No. 10 (10 points):
In September, 1928, Stone was 20 years and 6 months of age. He opened a
margin account with stock-broker X and did a certain amount of trading. One
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month later he transferred to X a similar account which he had with broker Y
and caused to be delivered to X 400 shares of the then market value of $17,450.
X paid Stone’s debit balance of $13,907.91 to broker Y, thus leaving Stone an
equity of $3,542.09 in these 400 shares. Two months later Stone closed his ac
count with X, receiving from X $70.99 in full payment of his credit balance.
Six weeks thereafter Stone rescinded his agreement with X, disaffirmed all of
his transactions with X, and sued X to recover the amount of his equity in the
400 shares ($3,542.09) minus the $70.99 paid to him by X upon the closing of
his account. Stone in June, 1928, had deposited $4,000 cash as margin with
broker Y. At the time of Stone’s disaffirmance of his agreement with X, the
400 shares transferred from Y had a market value of $14,227. How much, if
any amount, can Stone recover from X?
Answer:
At the date of his disaffirmance, Stone was still in infancy. In most juris
dictions an infant is allowed to disaffirm a contract before reaching his majority,
and while he may not sue without representation, such representative may be
later appointed.
Upon disaffirmance of his contract, an infant can usually recover whatever he
has paid upon returning any benefits received. The question is to determine
the value of what he has paid the broker X. It has been held that where a
commodity of fluctuating value such as stock is the medium of payment, the
stock must be valued as of the time of disaffirmance, since it is on this date that
the infant is entitled to the return of his payment subject to the broker’s lien for
the unpaid balance and upon the return of any payment theretofore made to the
infant. It follows that with regard to the stock transferred from the broker Y,
Stone can recover from X $14,227, less the broker’s lien of $13,907.91 and less
the $70.99 previously paid to him. It may be added that if this sum, which
here amounts to $248.10, were greater than the original deposit with Y, Stone
would probably be limited to his original deposit.
No. 11 (10 points):
A corporation’s certificate of incorporation or charter provided in Article A
that holders of preferred stock should be entitled out of surplus or net profits to
cumulative dividends at 7%. Article E stated that in any liquidation or dis
solution the preferred stockholders “shall be entitled to be paid in full the par
value thereof and all unpaid dividends accrued thereon before any amount shall
be paid or any assets distributed to the holders of the common shares.” Article
F read: “The preferred stock shall be subject to redemption at $110 per share
plus all unpaid, accrued, or accumulated dividends thereon. ” The corporation
was dissolved and after the payment of all creditors the funds available for dis
tribution did not amount to the total par value of the outstanding preferred and
common stock. At the time of dissolution no declared dividends remained
unpaid and the preferred stockholders had received annually the full amount of
their 7 % dividends. How should the available funds be distributed between
preferred and common stockholders?

Answer:
The rights of the respective stockholders are to be determined according to
Article E of the certificate of incorporation. The funds are distributable first to
the payment in full of the par value of the preferred stock. The remaining
funds will be divided and paid to the common stockholders according to their
respective shares.
No. 12 (10 points):
(a) What are the principal changes in the income-tax provisions of the
revenue act of 1932 as compared with the revenue act of 1928?
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(b) Explain, and illustrate by a simple example, how the gift tax will be
computed (knowledge of the rates prescribed in section 502 is not required).
Answer:
(a) Principal changes in the income tax provisions of the revenue act of 1932
are: increase in normal tax rates and surtax rates, reduction of specific exemp
tion, and abolition of earned income credit for individuals. Increase in rates
and abolition of specific credit for corporations. Losses on sales of securities
not allowed as deductions unless held two years. Net losses may be carried
forward for only one year. Corporation acquiring property in a reorganization
must use transferor’s basis if 50 per cent. control remains in transferor. Time
for filing petition for review of board of tax appeals decisions reduced from six
months to three months.
(b) Transfers to any person during year to the extent of $5,000 are exempt
from gift tax. Gifts above this amount are taxable after total amount of $50,000 has been reached. For example, a man makes the following gifts:
To A—$5,000.
To B—$10,000.
To C—$100,000.

He is allowed $5,000 exemption on each gift, leaving the gifts taxable as follows:
To A—nothing.
To B—$5,000.
To C—$95,000.
He is allowed a further exemption of $50,000, so that the net taxable value of
the gifts is only $50,000. The $5,000 exemptions apply to each year, but the
$50,000 exemption is for the taxpayer’s lifetime, and is to be applied against the
net gifts for each successive year until the $50,000 is exhausted. In computing
the gift tax for any year after 1933, a tax is first computed on the aggregate tax
able gifts for all the preceding years. This is deducted from a tax computed on
the aggregate taxable gifts up to and including gifts in the taxable year. The
difference is the tax for the taxable year.
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